
STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Petition
o f

Shel l  Oi I  Co.

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Corporation
Franchise Tax under Article 9A of the Tax Law for
the Years 1966-1967, 7971-7977.

AITIDAVIT OF I{AITING

State of New York I
ss .  :

County of Albany I

David Parchuck, being duly sworn, deposes and says that he is an enployee
of the State Tax Conmission, that he is over 18 years of age, and that on the
5th day of October, 1984, he served the within notice of Decision by cert i f ied
mail upon Shell 0i1 Co. the petit ioner in the within proceeding, by enclosing a
true copy thereof in a securely sealed postpaid wrapper addressed as fol lows:

Shel l  Oi l  Co.
1 Shell  PLaza, P.0. Box 2463
Houston, TX 77A0I

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post off ice under the exclusive care and custody of the United States Postal
Service within the State of New York.

That deponent further says that the said addressee is the petitioner
herein and that the address set forth on said wrapper is the last knowa address
of the petit ioner.

Sworn to before me this
5th day of  October ,  1984.



STATE OF NEIC YORK

STATE TAX COMMISSION

In the Matter of the
of

Shell Oil

Petit ion

Co . AIT'IDAVIT OF IIAITING

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Corporation
Franchise Tax under Article 9A of the Tax f,aw for
the Years 1966-1967, L97l-L977.

State of New York ]
ss .  :

County of Albany l

David Parchuck, being duly sworn, deposes and says that he is an eflployee
of the State Tax Cornmission, that he is over 18 years of age, and that on the
5th day of October, L984, he served the within notice of Decision by cert i f ied
mail upon J.L. Kennedy the representative of the petitioner in the within
proceedinS, bY enclosing a true copy thereof in a securely sealed postpaid
wrapper addressed as fol lows:

J.t.  Kennedy
c/o Shell  Oil  Co., 1 Shell  PLaza, P.O. Box 2463
Houston, TX 77001

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post office under the exclusive care and custody of the United States Postal
Service within the Stat,e of New York.

That deponent further says that the said addressee is the representative
of the petitioner herein and that the address set forth on said wrapper is the
last knor,rn address of the representative of the petitioner.

Sworn to before me this
5 th  day  o f  October ,  1984.

n1 r oarized to b
pursuant to Tax Law sect ion 174



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY, NEW YORK 12227

October 5, 1984

Shell 0i1 Co.
1 Shell Plaza, P.0. Box 2463
Houston, TX 77A07

Gentlemen:

P1ease take notice of the Decision of the State Tax Commission enclosed
herewith.

You have now exhausted your right of review at the administrative }evel.
Pursuant to section(s) 1090 of the Tax Law, a proceeding in court to review an
adverse decision by the State Tax Commission miy be insiituted only under
Article 78 of the Civil Practice law and Rules, and must be commented in the
luprerne Court of the State of New York, Albany County, within 4 months fron the
date of this notice.

Inquiries concerning the computation of tax due or refund allowed in accordance
with this decision may be addressed to:

NYS Dept. Taxation and Finance
law Bureau - Litigation Unit
Building /19, State Campus
Albany, New York 12227
Phone /i (518) 457-2070

Very truly yours,

STATE TAX COMMISSION

Petitioner I s Representative
J.[. Kennedy
c/o Shel l  0 i1  Co. ,  1  Shel1 p laza,
Houston, TX 77001
Taxing Bureaut s Representative

Box 2463



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Petltlon
2

o f
z

SHELL OIL COMPAI.IY DECISION
:

for Redetermlnatlon of a Deflciency or for
Refund of Corporatlon Franchlse Tax under 2
Artlcl-e 9-A of the Tax Law for the Years 1966,
1967 and 1971 through L977. :

Pet i t ioner,  Shel l  Oi l  Companyl I  Shel l  Plaza, P.O. Box 2463' Houston'

Texas 7700L, filed a petition for redetermlnation of a deflciency or for refund

of corporation franchlse tax under Article 9-A of the Tax Law for the years

L966, L967 and 1971 through L977 (Ft le Nos. L7432, 256L2 and 26515).

A fornal hearing was held before Frank W. Barrle, HearLng Officer' at the

offlces of the State Tax Connnission, lbo l,Iorld Trade Center, New York' New

York ,  on  January  20 ,1983 a t  1 :25  P.M. ,  w l th  a l l  b r ie fs  to  be  submi t ted  by

June 24, 1983. Pet l t loner appeared by J.  L.  Kennedy, Esq. (El izabeth C.

Burton, Esq.r of  counseL).  The Audit  Dlvls ion appeared by Paul B. Coburn, Esq.

(Kevln A. Cahl l l - ,  Esq.. ,  of  counseL).  In addit ionp on January 20'  1983' Pet l t loner

by J.  L.  Kennedlr  Esq. (El izabeth C. Burtonr Esq. r  of  counsel-) ,  and the Audit

DivisLon, by Paul-  B. Coburn, Esq. (Kevin A. Cahl l l - ,  Esq.,  of  counsel)r  executed

a stipulatlon which is incorporated into and made a part of thls decigion.

ISSUE

I{hether the Audlt Divislon, for purposes of deternl.nl.ng the proPerty

factor of pet l t ionerrs buslness al locatton percentage, properly valued pet l t ionerrs

o11 and gas leases by utilLzLng the net book value method.
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FINDINGS OF FACT

t .  Pet i t loner,  Shel l  OiL Conpany (hereinafter t tshel l  Oi l r ' ) ,  is a Delaware

corporation with approximatel-y 35r000 enployees. It has business operations in

alL fifty states and the Distrlct of Colunbia. Its prlncipal buslness is the

exploratJ-on for, and development, production, purchase, transportation and

marketlng of crude o11 and natural gas, and the purchase, manufacture, transPor-

tation and marketlng of o11 and chemLcal products.

Within New York, Shell Oil-rs princlpal business conslsts of marketlng

o11 and chemical- products. It naintains retall dlstrlct offlces in Syracusee

Babylon and New llyde Park. Petitlonerrs exploratlon, manufacturlng and reflnlng

operations are located outside New York.

2. The Audit Divisj.on Lssued slx notlces of deficiency against Petltloner

as fol lows:

DATE OF
NOTICE OF DEFICIENCY

March 15, L976
March 15r L976
August 28, L97B
Apri:-. 27, 1979
AprLL 27, 1979
AprLL 27, L979

TAX PERIOD AT ISSUE1 AMOUNT AILEGED DUE

Ended December  3 I ,  L972 $1231010.63  p lus  in te res t
Ended December  31 ,  1973 $119 '493.81  p lus  in te res t
Ended December 31, L974 $L69,862.36 plus interest
Ended December 31, L975 $249'532.48 plus interest
Ended December 31, L976 $152'424.00 plus lnterest
Ended December  31 ,  1977 $195 '9 I2 .L6  p lus  in te res t

Against the alleged corporatlon franchlse tax deficiency for the perlod ended

December 3I, L972, the Audlt Divlsion credited peti-tioner wlth overpayments of

such tax for the periods ended December 31, 1967 and December 31, Lg7L2 in the

I 
th" 1966 and L967 years are no longer at lssue.

2 Petitloner wouLd not be entitled to the refund for LITL Lf lts prlnary
posit ion is sustained. Accordlng to i ts pet i t ion for the 1971 tax year,  the
1971 tax would be lncreased by approxlmately $17 1745.00 l f  the pet i t ionerrs
primary posltlon is adopted because tax would be payable on capital rather than
on entire net income. However, lf the petitionerfs alternatlve position is
adopted, aceording to ShelL Ollr an addltional refund would be due for 1971 ln
the approxlmate amount of $18r730.00 pLus appl- icabl-e lnterest.
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amounts  o f  $171.80  and $221318.16 ,  respec t ive ly .  A t tached to  each o f  the

notlces of deficiency \ras a statement of audit adjustnent which explalned that

the alleged deflclency of corporatlon franchise tax was based on the results of

a recent f ie ld audit  report .

3. Petitioner tlmely filed a Form CT-3r New York State Corporatlon

Franchlse Tax Report, for each of the years at i-ssue and remitted corporate

f r a n c h i s e  t a x e s  o f  $ 3 0 2 , 0 0 I . 0 0 ,  $ 3 2 3 , 0 2 1 . 0 0 ,  $ 6 9 0 ,  4 L 7 . 0 O '  $ 1 ' 3 4 5 '  5 2 4 . 0 0 ,

$ 2 , 2 0 4 ' 1 2 6 . 0 0 ,  $ 2 , 8 6 4 , 5 7 4 . 0 0  a n d  $ 2 , 6 5 6 , L 6 3 . 0 0  f o r  1 9 7 L ,  I 9 7 2 ,  L 9 7 3 ,  L 9 7 4 '

I975, L976 and L977, respect lvely.

4. For purposes of this proceeding, petlttoner is contesting onLy the

portion of the deflciencies described ln Flnding of Fact tt2t', 
€g3g., which

resulted from the Audit  Dlvis ionrs recalculat lon of pet i t lonerfs buslness

all-ocation percentage on the basls that only the petitionerrs net book value

for oil and gas leases should be included in the denominator of Shel-l Ollrs

property factor.  Since the leases are al l  l -ocated outside New York, pet i t lonerrs

corporation franchise tax ]-iability is increased by the Audit Divlslonts

devaluation of such leases.

5. The parties have defined three possible methods for valulng SheLl-

Otlrs oi l -  and gas leases:

(1) the fair narket value method,

(2) ttre net book value method, and

(3) the capLtalizatlon of royalties as rents method.

The falr market value method, which may also be described as a dlscounted

cash flow method, nas utl"lized by Shell- Otl in valuing lts o11 and gas leases
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on the tax returns rilhich it fi led for the years at lssue.3 St"t1 011fs englneers

based such value determinations by estlmatlng the proved reserves' projectlng

future values of both oil and gas prlces and operating costs, proJecting the

future productlon rates, estlmatLng lnflation and then eguating back these

future amounts of income to a present value.4

The Audlt Dlvision used the net book value nethod to value petitionerrg

oil and gas leases and included only the gross amount of the base acquisltlon

costs less wri te-offs associated wlth such leases.

The capitalizatlon of royaLties as rent method ls an alternatlve

proposed by SheJ-l Oll- to the falr market value nethod of valuatlon. Thls

proposed alternative would value the subJect oil and gas leases by nuJ-tiplying

Shel l  Oi l rs annual royalty expense by eight.

6. Shel-l 0i1 acquires rights to oll and gas properties both by purchase5

and by lease. The typical Lease under which Shel-l O11 acqulres the rlght to

use oj.l and gas properties obligates Shel1 011 to pay the lessor three types of

3 Th" values used by Shell 011 on lts returns as flled were developed
generally as follorrs:

a. Beginning point - Net book val-ue of all Shell 011 Conpanyrs flxed
assets, Iand and inventories from bal-ance sheetsr plus eapttaLilzed rentale.

b. Subtract - Net book values of exploration and productLon department
flxed affincluding o11 and gas leases).

d. Add - "Fair market valuestt of exploration and productlon dePartment
assets Fdeternined by experts.

4 
th" total- val-ues for Shell Oilf s o11 and gas leases incl-uded in denomlnatore

of Shell Oilrs property factor in lts returns were lower, in all years excePt
1971 and L972, than the values of the same propertles refl-ected ln the rroll

Industry Conparative Appraisals[ of John S. Herol-d, Inc. She]-l Oilrs method of
valuation on its tax returns al-so resulted in smaller valuations than those
resulting from the method prescribed by the Securltles and E:rchange Conrmlsslon.

5- The purchase prlce of oil and gas properties ls typical-ly a lunp sum and
is not affected by the future productivlty of the property.
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considerat ion: (1) lease bonus, (2) delay rental ,  and (3) royalty.  Fal lure to

pay any one of these agreed conslderatlons results ln forfelture of the leasehold.

Lease bonus amounts are set through negotiatioD or sealed bld, generally

at so much per acre or so much for an entire tract. The lease bonus amount

varies depending upon the partlest assessment of the potentlal for o11- and gas

production. The lease bonus is generally negotiated ln conJunctlon wlth the

6
royalty." Lease bonus amounts tend to be Lower in unexplored areas where

production potential ls so specul-ative that producers are uruullllng to nake

large up-front payments. Once an oil and gas property becomes proven, the

lease bonus Ls then but a smal l  f ract ion of the propertyts value.

Delay rentals are periodic paynents which keep a Lease ln effect

during the period prlor to productlon. Most of Shel-l Oll-rs leases run for a

primary period of flve to ten years, but require Shell Oil- as the lessee to

cornmence drlll lng within a speclfl-ed tlme period, e.9., one year of executlon

of the lease, If drilltng is not cormenced wlthln the speclfled time perlod,

the lease w111 termlnate unless Shell- 0i1 makes delay rental paynents to the

lessor which are set at  a specif ied amountr such as $1.00 per acre.

Royalties are periodic paynents based on production. As conpared wlth

bonus and delay rental payments, royaltles are the largest suma paid by Shell

OiL for lts oll and gas leases. Traditionally, oil- and gas royalties have

generally been one-elghth of productlon, but by 1978 one-sixth royaltles had

become conmon. llost oL1 royalties are payable elther in cash or ln kind; gas

royalties are generally payable ln cash. As a practlcal matter' ShelL Oil-

typically takes all- o11 and gas production and pays royaltles in cagh.

6 Rtt other
be the royalty.
royalty.

Lhlngs being equal, the
Conversely, the lower

higher the lease bonus, the lower w111
the lease bonus, the hlgher wilL be the
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7. The three sample oil and gas leases attached to the stlpulatlon of

facts herein have substantially sinilar provisJ-ons regardlng the payment of

royal-ties. The language of the first sample lease attached to such stipulation

is as fol lows:

"3. The lessee shal l  del iver to the credit  of  the lessor as
royalty, free of cost, in the pipe l-ine to whlch lessee may connect
its wells the equal of one-eighth part of all olJ- produced and saved
from the leased premises, or at  the lesseers opt ion, may pay to the
lessor for such one-eighth royalty the narket prlce for oil- of llke
grade and gravity prevalllng on the day such o11 Ls run into the pipe
llne, or into storage tanks.

4. Lessee shal l  pay lessorl  8s royalty,  for gas, lncl-uding
caslnghead gasr produced from leased premlses and sold by lessee'
one-eighth of the net amount realized by J-essee, computed at the
mouth of the wel-l. If such gas ls not sold but is used by l-essee off
leased premises or in the manufacture of gasoline or other products;
then lessee shal-l pay lessor, as royalty, one-eLghth of the market
value of said gas as such at the mouth of the we11."

8. The l-ease boo,rsT and delay rentalsS are included ln calculatlng the

denominators of the property fractions in all three valuation methods. Nelther

the net book value method nor the fair market value nethod of calculatlon

described in Findlng of Fact tt5t', 
-ry1g, recognizes royaLtles in computing the

denoninator of the property fractlon. The al-ternative method proposed by Shel-l

Oll, the capi-tali.zation of royaltles as rents method, recognizes royalties ln

computlng such denomlnator.

7 Sh"ll Oil capitalizes the lease bonus amounts which are then amortlzed
over a period of years. The amortlzation perlod beglns on the date of l-ease
acqulsitl-on and is based on Shell Oilrs experience with respect to the period
for which lt has held other oil and gas leases prlor to abandonment. The
unamortized lease bonus amount for a productive lease ls amortlzed ln proportlon
to annual producti-on. For an unproductive lease, the unamortized lease bonus
amount is written off in the year of abandonment.

e
" Delay rentals are lncluded ln pet l t ionerrs capltal lzat lon of i ts rentals.
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9. On the average, only one of every nlne oil and gas weLls drilled ln

unproved areas of the United States results in the discovery of oll- or gas.

Only one well ln every forty or fifty yields oi1 or gas ln comercial- quantitles.

Once a well is productLve, Shel-l- 011 establishes a value determined Partlall-y

by an estlmate of proved t.".rrr"".9 Ihe existence and size and physical.

characteristlcs of the oil and gas can be measured through varlous instrunents

and equipment that have been developed as part of the oil and gas lndustty. 
l0

10. The Audit Divislon and Shel-l- Oil agreed upon the following comparison

of values for Shell Oilrs oil and gas leases based upon the utiLizatlon of each

of the three valuation methods noted ln Findlng of Fact t'5tt, 
-gg3g.3

NET BOOK
YEAR VALUE METHOD

CAPITALIZATION
FAIR I.{ARKET r r oF ROYAI,TIES As12
VALUE IMTHOD,. RENTS METHOD

t 97 r  $295 ,378 ,L87  $2 ,658 ,216 ,223  $1 ,569 ,085 ,787
L972  $329 ,063 ,457  $2 ,629 ,958 ,852  $1 ,583 ,061 ,051
L973  $365 ,237  ,722  $2 ,765 ,652 ,389  $1 ,628 ,562 ,L86
L974  $456 ,093 ,047  $3 ,445 ,543 ,793  $2 ,556 ,897 ,983
r975  $6 t2 ,L77 ,056  $3 ,860 ,  074 ,252  $2 ,876 ,L46 ,368
r976  $7L4 ,941 ,318  $3 ,664 ,36L ,504  $3 ,089 ,O74 , r34
L977  $801 ,980 ,571  $3 ,997 ,942 ,326  $3 ,324 ,932 ,69 r

9 R"""r.res of o11 and gas are the estimated volume of o11 and gas that wll-l-
be produced over the entire remalning productive life of the propertles based
on exi.sting technology and according to the facilities that are avallable to
carry out the production.

10 
At the hearlng hereln, petitionerfs senior staff engineer in the exploration

and production economics department described three methods for measurlng
reserves: (1) by measuring the electr ical  propert ies of the underground rock;
(2) drill system tests whlch measure the physical and chemlcal propertles of
fluid samples obtained from the reserves, and (3) by runnlng laboratory tests
on underground rock obtained by a coring operatlon.

11 
Entries under this heading are the amounta on Shel-l Ollte books for

o11 and gas leases plus the values in excess of book values attrlbutable
fair narket value determined by Shell Oll-rs experts.

L2 
Entri.es under this heading are the amountg on Shell- Ollts books for

o11 and gas leases plus the exploratlon and production royalties treated
rental-s nultlplied by elght. The emounts of royalties utllized by Shell
applying this valuation method lrere retrieved by Shell- 011 fron lts books
records, and the Audit Dlvislon conceded their accuracy.

the
to the

the
aa
O11 ln

and
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11. Shel l  011 does not disagree wLth the Audlt  Divis ionrs use of the net

book value method to value assets on its balance sheets (other than its oll- and

gas leases) since Shel1 Oi.l concedes that the net book valuation of such asaets

are roughly approxlmate to their fair market valuatlon and can be easlly

reported and audlted.

L2. Shel1 O11 argues ln lts brlef that if the Audlt Dlvlslon ls allowed to

lgnore the falr  market value requlrement of Tax Law 5210.3(a)(1)r then i t  18

entitled to relief under (1) Tax Law $210.8 whlch glves the State Tax Comlsslon

the dlscret ion to adjust a corporat ionfs business al locat ion percentage to

properly reflect the business of a taxpayer withln New York, and (11) the

conmerce and due process cLauses of the United States Constitutlon.

13. Included ln pet l t ionerfs br ief  are proposed f indings of fact which

have been lncorporated lnto this declsion except for (t) proposed flndings of

fac t  t t3 r r ,  
"4 " ,  t ' 5 t t ,  the  f i rs t  th ree  sentences  o f  r r6 t t ,  t ' 7 " ,  r r8 r r ,  t t l4 t t ,  t t lg t t ,

t ' 2O" ,  r r 22 " ,  
"23 " ,  

t ' 24 " ,  t ' 25 t t ,  t t 26 " ,  t t ?7 t t ,  
" 29 " ,  

t t 3 l t t ,  t t 35 t t ,  t t 36 t t ,  t ' 37 t t ,  t t 38 t t ,

t t39t t ,  r r4Ott  and t t4 l t t  which are deened unnecessaty for  purposes of  th is  decis ion,

and (11)  proposed f lnd ings of  fact  r r48rr ,  t '49"  and r r50rr ,  designated by pet i t ioner

as t 'uLtimate flndings of factrrr but whlch are more ln the nature of rrconcluslons

of  lawtr .

CONCLUSIONS OF I,AId

A. That pursuant to Tax Law 5210.1, the corporate franchlse tax is

calculated on one of four aLternative basesr the flrst (which is at lssue

hereln) being the portion of the taxpayerrs entlre net income allocated to New

York which j-s ascertalned by nultiplying busLness income by a buslness allocatlon

percentager and investment lncome by an investment allocation percentage, and

adding the two products.
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B. That pursuant to Tax Law $210.3, the buslness alLocat ion percentage ls

derived by means of a three-factor formula using the ratio of property, receipts

and payroll hrithin and wlthout New York. The property factor is deternlned by:

rr(A)scertaining the percentage which the average value of the taxpayerrs
real and tangible personal- property withln the state during the
perlod covered by lts report bears to the average value of all the
t€xpayerts real and tangible personal property wherever situated
d u r i n g  s u c h  p e r l o d . . . " .  T a x  L a w  S 2 1 0 . 3 ( a )  ( 1 ) .

The parties hereln disagree concernlng the proper nethod for valulng petLtlonerrs

o11 and gas leases for purposes of calcuLat ing such factor.

C. That $4.f3(a) of the Rul lng of the State Tax Conmisslon, March 14, L962'

which was effective for all of the years at issue except L976 and L977, provldes

as fol lows:

rrThe percentage of the taxpayerrs real and tanglble personal- property
within New York ls determined by dividlng the average fair market value of
such property withLn New York (without deduction of any encumbrances) by
the average fair market value of al-l such property nithin and lrlthout
New York. Such property should be included only for the perlod covered by
the report. In determining such percentage real property rented to the
taxpayer as well as real and tangible property owned by lt must be consideredrt.

This provision was restated in 20 NYCRR 4-3.L(a) which was effect ive for

1976 and L977.

D. That petitionerts oil and gas Leases have an ascertainable fair narket

value. Cf.  Fleming v. Connnlssioner,  153 F.zd 36L, 363, 364 (5th Cir .  1946) and

l lassey v. Comissioner,  143 F.zd 429 (5th Cir .  L944).  Furthermore, the part ies

agreed on fair market .r"1rr""13 for the oil and gas leases (lf the falr market

13 
fh" falr market values were determined by petitlonerts experts by the use

of a dtscounted cash flow nethod which is descrlbed ln detall in Flnding of
Fact r'5rr, gggg. It ls noted that such nethod is currently used to value oil-
and gas rights for purposes of the real property tax law. Real Property Tax
L a w  $ 5 9 2 .  l .
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to be applicable herein) as noted ln FLnding of Fact ttlOtt,

to the ruling and regulations clted, €93g, the fair

the proper method to value pet i tLonerrs oi l  and gas

determi.ntng the property factor of petitl-onerrs businees

F. That the petition of Shell OIJ- Company is granted.

Dated: Albany, New York STATE TAX COMMISSION

ocT 0 5 1984


